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EDITORIAL DEPARTMENT NOTE 


New developments in the accounting field have been so frequent 
in recent years that it is desirable from time to time to step aside 
from the daily routine and attempt to get a picture of the influences 
which have been at work and the results to date. The first article 
in this issue of the Bulletin is from this viewpoint with particular 
reference to the influence of various government agencies on account- 
cost accounting. 

author of this Ss ticle, Maurice E. Peloubet, entered the field 
of public accounting in 1911 with Price, Waterhouse & Co. Between 
1911 and 1919 he was connected with the London office of that firm. 
Returning to the United States in 1919, he became associated with 
Pogson, Peloubet & Co., and has been a member of that firm since 
1921. Mr. Peloubet is a C.P.A. of New York and New Jersey, 
a member of the C.P.A. societies of these states, the American Insti- 
tute of Accountants, and N.A.C.A. He is the author of Audit Work- 
ing Papers, published by the American Institute Publishing Com- 
pany. During recent months Mr. Peloubet has been serving as 
Assistant Chief of the Accounting and Distribution Advisory Branch, 
Division of Purchases, Office of Production Management in Wash- 
ington. 

r second article deals with cost control. It is a short, concise 
and logical presentation of the reporting phase of cost control. 
Readers will want to check their own practices with the three 

principles presented here. 

eo Rk Kleinau, the author of this article, received his collegiate 
training at Reed College in Oregon. Until recently he has 
serving in a dual capacity as Executive Secretary of the Evening 
College of the University of Chattanooga and as District Representa- 
tive of the International Accountant’s Society. Recently, Mr. 
Kleinau, a Tennessee C.P.A., has entered public accounting practice. 
A moving spirit in the formation of the ttanooga Chapter, Mr. 
Kleinau served as its first President. 


Articles published in the Bulletin present many different viewpoints. 
In publishing them the Association is not sponsoring the views ex- 
pressed, but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive comments are welcomed 
and will be published in the Forum Section of the Bulletin. 
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TRENDS IN ACCEPTED ACCOUNTING AND THEIR 
RELATION TO COST ACCOUNTING 


By Maurice E. Peloubet, Partner, 
Pogson, Peloubet & Co., New York, N. Y. 


I HAVE been asked to discuss this topic under five headings: 
(a) The influence of the Securities and Exchange Com- 


mission 
(b) The influence of Revenue Laws 
(c) The influence of stockholders’ requests for more in- 
formation 
(d) The influence of an expanding national defense 
(e) What the public accountant expects of the cost account- 
ant. 
From one point of view these can be disposed of very briefly. 
We might say the influence of the Securities and Exchange Com- 
mission is good; that of the revenue laws, bad; that of stockhold- 
ers’ request for more information, negligible; that of an expand- 
ing national defense, enormous. Under (e) all that the public 
accountant expects of the cost accountant is complete co-opera- 
tion and full, prompt and accurate statements of costs and in- 
ventories adequately supported. Of course, having said this, we 
have said nothing. 


Influence of Revenue Laws on General Accounting 


In the past, probably the strongest of these influences has been 
the revenue laws, while the strongest now is the demands of the 
national military effort. On the whole, I think it might be fair 
to say that the revenue laws exercise an influence on general 
accounts which is more good than bad. They have made the nec- 
essity of accounts apparent to many corporations and individuals 
who did not appreciate this. They have sometimes required 
more classification and analysis than was formerly thought neces- 
sary but which has later proved to be of benefit to taxpayers for 
other than tax purposes. 

One of the basic concepts of our tax policy is that each tax- 
able year must stand by itself. This is frequently an artificial di- 
vision. Transactions are not all completed on New Year’s Eve 
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and new ones initiated with the New Year. Purchases are con- 
tracted for but not received, sales made but not delivered, col- 
lections are not made for goods delivered, inventories are made 
up on speculation or for delivery against specific contracts, liabili- 
ties are contracted of unknown amount and incidence and obliga- 
tions entered into, the nature and extent of which cannot be ac- 
curately known at the year end. 

In spite of all these difficulties, practical, physical, theoretical 
and logical, we must still have complete annual accounts in which 
actions conservatively estimated. 

The objections to annual accounts are many but the practical 
necessity of such self-sufficient and self-contained annual state- 
ments is plainly apparent. The monetary premium on correct al- 
location of income to particular periods is so great that the utmost 
care is now taken to present annual accounts on as nearly as pos- 
sible a correct basis. This situation was well expressed by George 
O. May when he said “If annual accounts.were not indispensable, 
they would be indefensible.” 


Depreciation and Obsolescence 


When we come into cost accounting, however, the general bene- 
fits of tax accounting become of much less importance and the 
specifically undesirable features become more prominent. First 
and most important of these is the attitude of the taxing authori- 
ties towards depreciation and obsolescence. Depreciation account- 
ing generally and depreciation for tax purposes particularly is far 
too much concerned with physical wear and tear and far too 
little concerned with the factors which are generally decisive in 
determining the life of an asset, that is, the economic and evolu- 
tionary processes which we sum up in the word “obsolescence.” 

The Treasury Department frequently takes the position that 
obsolescence should not be recognized until it has taken place. I 
am well aware that this last statement is illogical as obsolescence 
is a progressive, growing condition defined as “the process of 
becoming obsolete.” The “process of becoming” is the core of the 
whole thing and for “becoming” to have taken place is beyond 
my powers of comprehension or verbal acrobatics. It is much 
the same as if a sum of money were promised to a man when he 
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begins to grow old, but the gift was conditioned on the fact that 
the growing old should have actually taken place and that this was 
subject to to the further condition that the only conclusive test of 
growing old was being dead. From the Treasury point of view, 
the only obsolescent machine is one which is either dead or in a 
state of operating coma from which there is little likelihood of 
recovery. 

Taking it all in all, the influence of Treasury depreciation policy, 
particularly since the issuance of Treasury Decision 4422, has 
been in the direction of reducing depreciation allowances and elimi- 
nating or cutting down to a large extent allowances for genuine 
obsolescence, that is, a loss of value which generally cannot be 
measured accurately for each period but which can be reasonably 
anticipated from experience in the trade or business and in the 
development of the process or art. Such obsolescence is not sus- 
ceptible to absolute proof as it develops but it is a definite risk 
which any prudent operator would wish to cover. There are many 
situations where prudence and a sense of operating realities make 
it imperative to provide for dismantlement before the close of the 
physical life of the property, and the costs of discarding a ma- 
chine physically capable of operating are just as much a cost of 
the first year’s operations as the last. Any cost system which does 
not recognize this, no matter what the tax position, is not reporting 
dependable costs. 


Amortization Provision 

The amortization provisions of the Revenue Acts of 1940 and 
1941 are, in effect, an admission that ordinary practice of the 
Bureau of Internal Revenue cannot be relied on to permit ade- 
quate provision for obsolescence in special cases. The five-year 
amortization provision is arbitrary and there have been many ad- 
ministrative difficulties, most of which it is hoped are being elimi- 
nated. It is a practical substitute for a really broad gauge depre- 
ciation policy, such, for instance, as that of the Canadian taxing 
authorities. Here the principle generally followed seems to be that 
the manufacturer or operator knows more about his depreciation 
problem than anyone else and may be relied on not to overstate 
depreciation. If he should make an inadvertent overstatement 
nothing is really gained by the taxpayer or lost by the revenue as 
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the taxpayer will lose the deduction later on, probably at higher 
rates. The influence of the Treasury attitude on cost accounting 
is, of course, a tendency to understate rather than overstate the 
factors of depreciation and obsolescence. 

The necessity for making uniform classifications of materials 
and labor, which the income tax return calls for, may possibly, 
particularly in small enterprises, have a tendency to prevent the 
organization of the accounts on a departmental or functional basis. 
In the larger enterprise, of course, this is not true. In the smaller 
business it is troublesome and annoying to be required to sep- 
arate and reallocate wages, materials and overhead under these 
classifications when they are already distributed in the accounts 
to departments, functions or machine centers. 


Last-In, First-Out 

The influence of the revenue laws is, in some respects, highly 
constructive. The permission to elect the last-in, first-out inven- 
tory method has had a strong and beneficial influence towards en- 
couraging manufacturers to use costing methods which will apply 
accurately current costs to current sales. This is hardly the place 
to launch into a detailed exposition of last-in, first-out. However, 
it is, and should always be regarded as, primarily a means of costing 
sales rather than valuing inventory and is thus a cost factor of 
great importance in some situations. 

On the whole, however, the influence of tax accounting is to 
anticipate income and to defer or disregard expense. This is only 
natural where the purpose of the accounting is to show at least 
as large a taxable income as is correct and no more than the mini- 
mum of allowable deductions. It certainly Gces not seem proper 
to use any method of accounting as a basis for costs merely be- 
cause it is required or permitted for tax purposes. The tendency 
to do so for motives of convenience or an imagined economy is 
care. 

Defense Agencies Concerned with Costs 

At the present time, the defense program is certainly the strong- 
est single influence which affects accounting generally and cost 
accounting in particular. There are a number of government agen- 
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cies which are closely concerned with costs besides the actual pro- 
curement agencies. In the Office of Price Administration, Professor 
Herbert Taggart’s division is concerned with costs as they relate 
to reasonable prices or to the so-called “price ceilings.” In the 
Office of Production Management, Professor Thomas H. Sanders 
heads a division, the duty of which is to examine into costs under 
certain government contracts, particularly those to which one of 
the armed forces is a party. The actual contracting agencies, such 
as the War Department, Navy Department, Maritime Commission 
and Treasury Procurement Division, are keenly interested in costs 
and must examine into them when contracts are being negotiated, 
while they are in progress and when they are finally settled. 


Treasury Decision 5000 

At the present time, the guide for costs most frequently used is 
Treasury Decision 5000, originally issued to cover the profit limi- 
tations provisions of contracts under the Vinson-Trammel Act. 
This Decision was not mentioned under the discussion of the in- 
fluence of the Treasury Department because, while it is a Treas- 
ury Decision, it now relates more closely to Army and Navy pro- 
curement than to any tax policies. 

The basic concepts of the Treasury Decision are sound and 
there is no doubt that at the time it was most widely used for de- 
termining costs under Government contracts it was practically the 
only official guide which existed. It has, however, certain limita- 
tions. In the first place, it was not designed as a definition of cost 


but rather as a basis for the limitation of profits. In the second 


place, it generally covered contracts for shipbuilding, airplane 
manufacturing and the like where large and costly units were cov- 
ered. Apart from this, the cost definitions and provisions formed a 
comparatively small part of the Decision and had to be distin- 
guished from a great deal of matter which was important for the 
costs as a whole. 

There were also a number of questions which arise in the ordi- 
nary supply contract which were not covered or even contemplated 
in the Treasury Decision. Among these were the question of in- 
ventory methods, the determination of fair prices for goods and 
services where the transactions were between affiliates, a number 
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of questions concerned with selling and administrative expense, 
and the general questions of what might be considered a fair 
margin of profit. This latter point obviously could not arise under 
the Vinson-Trammel Act as the profit there was limited to a fixed 


percentage. 
Revision of Treasury Decision 5000 

Because of this there was some dissatisfaction among the Army, 
Navy, Maritime Commission and other officials concerned and the 
question of the revision of Treasury Decision 5000 was turned 
over to the Office of Production Management. The branch of the 
Office of Production Management which Mr. Eric Camman heads 
and to which I am attached was given the task of restating and re- 
vising the cost provisions of Treasury Decision 5000. This has now 
been done and the first draft in the form of a short manual is hav- 
ing the consideration of the various Government departments con- 
cerned. It is believed that the manual is not in any way inconsistent 
with Treasury Decision 5000, but irrelevant matter has been ex- 
cluded, the arrangement has been changed to conform to the re- 
quirements of a definition of cost rather than a limitation of profit 
and the Treasury Decision has been amplified and, it is hoped, 
clarified as a result of experience under Government contracts up 
to the present time which have been studied in preparing the revi- 
sion of the Treasury Decision. 

It is intended that the manual, while more extended and more 
easily applicable to cost problems than Treasury Decision 5000, 
should be used in the negotiation and settlement of contracts in the 
same way as Treasury Decision 5000 and it might even be used in 
contracts specifically mentioning the Treasury Decision on the 
ground that there is nothing in the manual which conflicts with the 
Decision. It is hoped in the near future, as soon as the suggestions 
and criticisms of the Government departments have been received, 
to issue a draft to the various accounting societies and to industrial 
groups for the purpose of obtaining their criticism and sugges- 
tions, after which the manual in final form will be placed in the 
hands both of industry and the Government. 


Adequacy of Accounting Systems 
This is spoken of at such length because a satisfactory definition 
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of cost under Government contracts is the basis of all accounting 
for them. It is not intended to enforce or even to recommend the 
adoption of uniform systems or methods. The adherence to certain 
broad principles is required and some guidance for forming an 
opinion of the reasonableness and adequacy of a particular system 
is given. It is, however, fully realized that conditions differ in 
different trades and industries and it is also realized that it is quite 
possible for each of two different but similar methods to produce 
substantially correct results. It is probably desirable for everyone 
to make some sort of critical, but not necessarily detailed, exami- 
nation of his general accounting and cost systems. If Government 
contracts are being carried out or are contemplated, it is prob- 
ably safe to say that no occasion will arise to disturb a presently 
adequate system. If a system does not permit costing individual 
contracts separately it will probably be considered inadequate. If 
the method of overhead distribution is an unusual, arbitrary or dis- 
credited one, this will probably need revision, but on the whole a 
system which has worked well in the past and is adequate for the 
purposes of an intelligent and progressive management will prob- 
ably prove suitable under Government contracts. 


Escalator Clauses 

Perhaps the greatest single influence of the defense program, 
apart from the direct award of Government contracts, is its steady 
upward pressure on price level. It is customary in many Govern- 
ment contracts to include what is called an “escalator clause” 
which provides for reimbursement to the contractor of additional 
costs of labor and materials, generally based on some standard or 
index other than the contractor’s own cost. If these increases were 
based on the contractor’s own cost it would be difficult to dis- 
tinguish such a contract from one providing for cost-plus-a-fixed- 
fee. The recent statement that escalator clauses were inflationary 
seems to me inaccurate, or at least it gives an erroneous impres- 
sion. It is probably true that any adjustment for higher prices in 
a contract already made assists in keeping prices up or in con- 
tributing to their further rise. The implication, however, in the 
statement that escalator clauses are inflationary is that they are 
the most inflationary type of contract or the only inflationary type. 
This conveys an erroneous impression as the really inflationary 
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contract is the cost-plus-fixed-fee type, but even here the use of 
what are known as “target” or “bogey” prices are a strong deter- 
rent. These are in use principally in Great Britain and Canada. 
They generally provide, in effect, that if estimated costs are not 
exceeded the fee remains as in the contract, but if estimates are 
bettered the fee is increased while the fee is reduced if costs ex- 
ceed the estimates. 

Somewhat similar contracts are now being made in this country. 
For instance, it has been decided to increase copper production by 
bringing in certain marginal mines in the Lake Superior district 
which cannot be operated at the present price of 12¢ per pound. 
Contracts have been made with these producers providing that 
they will receive costs calculated according to formulas in the 
contract plus, say, 2%¢ a pound margin but the price so deter- 
mined is not to exceed, say, 16¢ per pound. Here we have a cost- 
plus contract which goes a long way toward nullifying the infla- 
tionary effect and encouraging economical operation, as the pro- 
ducer is well aware that his maximum margin is the 2%4¢. If his 
costs amounted to, say, 15¢, the result would be not an additional 
profit for him but a definite loss. If his costs were kept down, say, 
to 13¢ he would be making his maximum margin and it would be 
to his interest to keep his costs as low as possible in order to avoid 
any risk of allowing them to creep into the zone between, say, 
13%¢ and 16¢, as any excess over 13%4¢ would be at his own 
expense. 

Effect of Type of Contract on Price Levels 

Those responsible for both escalator clauses and cost- con- 
tracts are keenly alive to the possibilities of inflationary tendencies. 
Escalator clauses, as they are now incorporated in contracts, are 
far from perfect. It is doubtful whether the coverage of materials 
and labor is always adequate. The use of too inclusive and some- 
what arbitrary index numbers produces undesirable results. Index 
numbers for labor, provided they are narrowed down to a few 
industries and limited geographically, are probably fairly satis- 
factory but even these, when they include incongruous elements 
can produce inequitable results. With raw materials the case 
against the index number is probably stronger, for one of the 
usual assumptions on which index numbers are based, namely, 
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that they represent the aggregate of a number of similar commodi- 
ties in a free market, is certainly not true at the present time when 
some commodities are free, some partly controlled and others com- 
pletely controlled. An index number composed of the prices of 
four commodities, A, B, C and D, which are more or less inter- 
changeable might be reasonably indicative of a trend under ordi- 
nary circumstances. If, however, commodities A and B are in 
large supply and not under control, and commodity C is controlled 
in quantity but not price, and commodity D is controlled both in 
quantity and price, it is obvious that the variation of the index 
number will be too small for commodities A and B, and too great 
for commodities C and D. There seems, therefore, some reason 
for using quoted market prices for materials rather than a ma- 
terial index number. Obviously, the inequalities arising from the 
basic weaknesses of index numbers might just as well favor a 
contractor as to penalize him. 


Difficulties Involved in Use of Escalator Clauses. 


In effect, an escalator clause based on inadequate or unrepresen- 
tative index numbers amounts to little more than a bet by the con- 
tractor that his costs will increase more slowly than the index 
number will rise. If this is true he wins, that is, he receives an 
increase in price greater than his amount of increased cost. If his 
costs rise more rapidly than the index number, he loses the bet. 
This is not a desirable condition and is brought about by the in- 
herent weaknesses of index numbers which include diverse or in- 
congruous factors. The difficulty of drawing up a completely sat- 
isfactory escalator clause and the difficulties of administering these 
provisions should not operate to curtail their use. It is, both from 
the Government and supplier’s point of view, the safest and least 
inflationary way to protect both the Government and manufac- 
turer. The advantages of the escalator provisions are by no means 
all with the supplier. As the Government is assuming some of the 
principal risks usually carried by a manufacturer on a fixed price 
contract, it is only fair for the Government to insist on a price 
negotiated strictly on conditions existing at the date of the contract 
with nothing included for contingencies connected with increases 
in prices or wages. In a fixed price contract the contracting of- 
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ficer can hardly refuse some concessions on the ground of con- 
tingencies. 

Where both wages and material prices are largely or entirely 
under Government control, it is obviously unfair to the supplier 
to make a contract based on conditions existing at a particular time 
if these conditions can be changed at the will of one party before 
the contract is completed. The necessity for protection to the sup- 
plier is clear. It may be asked—does the Government need 
protection here? The answer is that a harsh enforcement of con- 
tracts made by the Government under conditions which are later 
modified by Government action or at least with Government con- 
sent will, at best, diminish confidence in the Government and will, 
at worst, put a supplier out of business, Either of these conditions 
operate to reduce production and the protection of the Government 
requires that this should be avoided. 


Influence of Securities and Exchange Commission 

There are many other ways in which the military program af- 
fects accounts generally and cost accounting in particular but the 
points discussed are probably the ones of most immediate interest. 
The influence of the Securities and Exchange Commission and 
the requests of stockholders for more information do not, in my 
opinion, have much influence on cost accounting. The Securities 
and Exchange Commission is primarily interested in financial ac- 
counts and here the principal contact with the cost accountant is 
in inventory valuations. The Commission does require descriptions 
of the inventory methods and basis, but any recognized method, 
if it is clearly explained and consistently applied, will usually be 
permitted. I think it is safe to say that no method which is per- 
mitted for tax purposes will be objected to by the Securities and 
Exchange Commission. The requirements for showing repairs 
and maintenance and some other items separately may have some 
influence on cost accounts but I have not seen any very striking 
instances of this. I think the Commission’s attitude on adequate 
and correct cost accounting is probably the opposite to that of the 
preacher to whom President Coolidge listened one morning. He 
was, as I suppose all of you remember, asked what the sermon 
was about and replied “Sin.” When asked what the preacher had 
to say about it, he replied, “He was agin it.” I imagine if the 
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Securities and Exchange Commission was asked about its views 
on adequate and satisfactory cost accounting they would probably 
say that they were for it. 


The Distinction Between General Accounting and Cost Accounting 


Before discussing what the public accountant expects of the cost 
accountant I might say that my own personal opinion, which I 
imagine is not universally or perhaps even generally held by the 
rest of the profession, is that the distinction between general ac- 
counting and cost accounting and between a general accountant 
and a cost accountant is vague and nebulous and the attempt to 
make these distinctions is frequently undesirable. Cost accounting 
is merely an extended analysis of certain accounts or groups of ac- 
counts. In many enterprises there is no difference between cost 
accounts and general accounts. In an enterprise producing one 
or two basic materials, organized departmentally, the departmental 
accounts are part of the general books and form a complete and 
satisfactory cost system. In accounts such as those of steamship 
companies the voyage accounts are cost accounts for each voyage 
and also constitute the most important part of the company’s gen- 
eral books. Where the general books are mere total summaries of 
transactions, the cost accounts are in many ways the financial 
accounts as well. I do not believe anyone can be a good cost ac- 
countant and not be a good general accountant, and I certainly do 
not think anyone in this day of complex technical processes and 
operations can possibly handle general financial accounts without 
a clear understanding of the basis of costs. 


What the Public Accountant Expects of the Cost Accountant 


Having now established that it is almost impossible to tell a cost 
accountant from any other kind of an accountant, I would say 
what the public accountant expects from this vaguely classified but 
essential individual is generally information which will enable the 
public accountant to form an opinion of the correctness-of inven- 
tory pricing, particularly material in process, and of the costs 
attributed to sales or production for the period. This assumes 
either that the costs are controlled by the general accounts or are 
reconciled with them. There are many ways to accomplish this 
and there are many permissible short cuts. There is no require- 
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ment that the reconciliation or agreement shall be correct and ac- 
curate to the last penny but the reconciliation or agreement must 
be made in such a way that it is substantially correct and should 
ensure a substantially complete control of costs by the financial 
books. 

The public accountant is probably entitled in most cases to look 
to the cost accountant for help in making his tests of physical 
inventory. As a rule the cost accountant will be working on the 
inventory taking and will probably have drawn up the instructions 
and program. All of this should be explained in the fullest detail 
to the public accountant before physical inventory is taken so that 
the public accountant and his staff may use their time to the best 
advantage and check the largest possible proportion of the inven- 
tory. The cost acountant is often of great assistance in working 
back the physical tests to the records. There is no point in going 
into detail on this as the specific ways of working back the physical 
inventories to the records vary with the records themselves, type 
of tags used, division of work among the-client’s employees and 
the general methods of factory accounting. The importance of 
planning beforehand for inventory taking and checking can hardly 
be overestimated and the assistance of the cost accountant in this 
is essential. 

In conclusion it might again be stressed that the separation of 
cost accounting from general or financial accounting is probably 
impossible, and if possible would be undesirable. The balancing 
principle is still the great final check and control on all business 
activities and any deviation from this increases the possibility of 
serious and cumulative errors. While exact balance of all items 
and elements in every department may not always be possible, it 
should always be remembered that somewhere further along the 
line there is a balancing control and it may be just as important an 
object of this control to determine the limit of error as to arrive 
' at an exact balance. In some types of system this may be all that 
is required, but if this minimum control is not present the results 
of the entire system are open to suspicion. 


Part of Accountants in Present Emergency 
The present emergency and the conditions which are likely to 
result over the next two or three years will be a severe strain on 
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and on accountants. Correct accounting, cost or financial, 
will do much to maintain production now and to prevent or mini- 
mize the shocks and dislocations of the post-war period. Incor- 
rect accounting, although based on plausible grounds, may lead to 
inflated profits, excessive dividend payments, excessive tax pay- 
ments, and an era of inflation followed by severe collapse. I can 
see now many indications that the accounting profession, and in 
this I include private accountants, industrial accountants, cost ac- 
countants and anyone in responsible charge of financial records, 
realizes its responsibilities and understands the necessity of con- 
sidering accounting results from a long-range economic point of 
view as well as from that of technical correctness. The continual 
increase in the activity of professional societies such as N. A. C. A. 
and the state and national professional societies indicates that ac- 
countants are both alive to their responsibilities and aware of the 
enormous scope of the field which they must cover. So long as 
this is true they will play their part well in the present crisis and 
in the inevitable readjustment which will follow. 


2 
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FIGURES FOR MANAGEMENT 
By Glenn R. Kleinau, Public Accountant, 
Chattanooga, Tenn. 


Se figures talk to the accountant as a matter of course. 

Unfortunately, however, the average executive does not so 
well understand this language. Unfortunateiy also, we the ac- 
countants, so busy with accumulating our figures and getting from 
them the meanings that directly concern us, sometimes forget what 
it is that management needs to be told through this medium. We 
not merely fail to make our statements in figures simple and clear 
enough for the non-accounting executive to comprehend, but fail 
to tell him at all some of the things he most wants to know. 


Executives Think in Terms of Action 
There are three principles that the accountant needs to keep con- 
tinually in the forefront of his mind. The first of these is that 
executives think in terms of action. When a fact is presented to 
_ an executive, he wants to know what should be done about it, or 
what he can do about it. If it doesn’t call for action, why bother 
about it? If nothing can be done, why worry about it? So, when- 
ever we consider giving an executive information, we should first 
ask ourselves, “What action should and can properly result from 
that information as we present it?” 


Executives Operate Through Men 

Second, executives deal with men, and men are individuals. 
Their individual reactions and characteristics are modified some- 
what by associations ; a man in a mob will often do things that he 
would not do if he were alone. But even mob action is a sum 
total of individual actions. Executives operate through men, in- 
dividual men. If our figures are to help them get action, these fig- 
ures must be broken down until they relate to individuals. 

A friend of mine recently told me about a remarkable change 
that has come over a man in his organization as a result of a 
change in the method of keeping records. This man is responsible 
for an important phase of the business, but a phase which in many 
business organizations is, from an accounting point of view, not 
clearly differentiated from others. This man felt that he was doing 
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a good job, but that the results were not evident. To gain recogni- 
tion he did the one thing he knew to do; he kept telling people 
about the good job he was doing. His associates and superiors 
felt he was' “blowing his horn” unnecessarily, and were annoyed 
by him. Naturally he sensed this, and you can imagine the attitude 
that he developed. 

The accounting head of the organization became conscious of 
the situation, and decided he was going to find out just how good 
this man was. He worked out statistical and accounting records 
that reported fairly and accurately on this one man’s activities, and 
the story the figures told was that he was doing an even better 


_ job than he had claimed to be doing. The story told by the figures 


got him the recognition that he, like any normal man, craved. 
When the figures told the story, he no longer needed to; his asso- 
ciates felt better about him, he felt better about them, and he does 
an already good job even better. This is an important principle. 
Figures for management must be related to individuals. 


Costs Should Be Analyzed by Factors 

The third principle which we should keep in mind in preparing 
figures for management is one that is basic to the scientific method 
upon which our modern civilization rests. The principle is that in 
order to control a situation efficiently the factors making up that 
situation must be separated and dealt with individually. Let us 
consider an example. John Jones is responsible for certain costs. 
The total of his costs is higher this month than it was last. The 
boss waves the lump sum before John, and asks him what he is 
going to do about it. John doesn’t know. He probably thought that 
his costs were lower this month than last. He cites instances of 
economies that he has effected. He even doubts whether the figures 
are right. 

Now lay before him an analysis of his costs. It is immediately 
obvious to both the boss and John that while he was giving his at- 
tention to cutting certain items, others that he was not aware of 
ran away with him. By separating the situation into its factors, it 
becomes possible both for the boss to hold John responsible, and 
for John to do something about it. 

Now we have three principles to keep in mind: first, facts 
should be presented with an eye to action which should flow from 
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them ; second, they should be related to individuals ; and third, they 
should be analyzed by factors that make up the situation. 
Five Questions 

Let us next consider five questions that need to be answered be- 
fore figures give the executive a basis for action. Our starting 
point is the figures that cover one factor in a situation. Let us say 
that we have before us the amount of one particular kind of ex- 
pense. By isolating one particular expense we are observing our 
third principle. 

The first of our five questions is suggested by our second prin- 
ciple, and it is, “Who spent it?” Are there several men mixed up 
in this, each of whom is responsible for a part of the total expen- 
diture? Then it should be broken down by individuals responsible. 
Did a committee incur the expenditure? A committee doesn’t 
think ; a committee doesn’t take responsibility ; a committee is made 
up of individuals. Even an individual who is part of an over- 
ridden minority is responsible for actiom taken by a group of 
which he is a part to the extent that he did not exhaust every pos- 
sibility of protest available to him. Therefore, “Who spent it; 
what individual spent it?” is our first question. 

The second question is, “How much did he spend ?” 

What Cost Is Justified? 

The third question is, “How much should he have spent?” It 
isn’t how much did he spend last month, or how much he has 
spent on the average for the last five months, or for the same 
month last year, or how much his predecessor spent, but what 
should he, under the conditions which actually existed, properly 
have spent? 

That is, of course, not a question that can be answered by com- 
piling a schedule from the books. Existing accounting and statis- 
tical records may, almost certainly will, help answer it. Ordinarily, 
however, the accountant should not attempt to answer it alone. The 
man whose results are to be compared with this standard should 
have his share in answering it; engineers, time study men and 
many others may properly contribute to the answer. 

I have had men say to me, “This goes beyond the duties of the 
accountant.” Change that statement and say, “This goes beyond 
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the duties of the bookkeeper,” and I agree with you. If the ac- 
countant, with his peculiar qualifications and training, and his ac- 
cess to certain kinds of information, is not the best man to assume 
leadership in answering a question of this kind, then I for one 
want to find out to whom this job properly belongs, and get out 
of the accounting field, which is reduced to glorified bookkeeping, 
into this other field, whatever it is, where more constructive work 
can be done. 


Why the Difference? 


When we ask the fourth question—assuming of course that the 
first three have been properly answered—we can expect help in 
getting the answer. That question is, “Why the difference?” Also, 
it is probably not a question that the accountant can answer by 
himself, for it calls for primary data. 

In an organization of any size the acountant’s fundamental in- 
formation, his “raw material,” all comes from other departments. 
From the primary data he develops masses of secondary data, but 
for the primary data he must almost always depend upon co-oper- 
ation from others. His ability to develop actionable figures for 
management depends largely upon })is skill in getting all manner of 
unusual primary data through co-operation with others. 

Now when you lay before a man the amount of an expense for 
which he is responsible and put alongside it the amount that the 
budget he has helped to build says he should have spent, there is 
no difficulty in getting him to furnish the further primary infor- 
mation that is necessary in order. to explain the difference. You 
have him now where the incentives are pulling in the right direc- 
tion. It is to his interest to explain that difference, both in order 
to clear himself of criticism, and for his own future guidance. 


Don’t Overlook the Details 


At this point I want to call attention to an application of our 
third principle which is easily overlooked, namely, that facts must 
be related to single factors. In any situation over any reasonable 
period, good and bad detail results tend to average out. If we 
have several factors thrown together, good performance often 
hides bad performance. Statisticians are well aware of this, and 
take it into account. We accountants should be equally aware of 
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We can ho suse that Ge we depend agen of 
facts are all aware of it, and act accordingly. i 

When I was quite young I ran a printing department for a 
wholesaler who had purchased the equipment to cut his printing 
cost and kept a detailed record on every job, always matching out- 
side costs for the same or similar work against my inside cost. 
After my first week, I never turned out a job on which there 
wasn’t an apparent saving, and there was practically no variation 
in nonchargeable time in that department from week to week. I 
kept a careful record of actual time and material on everything, a 
most meticulous record. It showed the inevitable time losses and 
material spoilage, and reflected all the troubles that beset a printing 
department. Lots of items on that record might have called for 
explanation, but that was my record; no one else ever saw it— 
after the first week. From that time on the report that my superior 
got on the printing department showed that trouble rarely dis- 
turbed the serene and even tenor of its way. The only exceptions 
were when he happened to drop in at the time I was having 
trouble, and of course that always showed in the report. He used 
to pat himself on the back for his sixth sense that would bring him 
to my little print shop in the corner of the warehouse every time 
something went wrong, and I agreed with him that it was un- 
canny indeed. 

The principie of management by exceptions, that is, of giving 
attention to the items where the most important differences ap- 
pear, is of course sound, but it needs to be supplemented by sys- 
tematic analysis of those items where the differences are too small 
and uniform. There may be several factors involved, and differ- 
ences that are actually very significant may either quite naturally, 
or possibly with a little help from someone, be averaging them- 
selves out. 

When the first four questions have been properly answered, the 
fifth question is obvious, “What can be done about it?” The 
answer is often just as obvious. It has been pointed out that al- 
most any man can make sound business decisions provided the 
facts upon which such decisions should be based are first properly 
laid before him. When the answer to the fourth question has been 
provided, the accountant’s job is really done. From that point on 
it is up to the man who takes action. He has been given a basis 
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for decision and action. The accountant has passed the ball into 
his hands. He hasn’t dropped it out of reach. 


The Problem Illustrated 


I think the reason that accountants in some organizations are 
looked upon as necessary evils and in others as the indispensable 
right hand of management lies in this difference in the way they 
give figures to management. 

Several years ago within a period of a few weeks three men in 
widely separated organizations told me of almost identical experi- 
ences they had had with the heads of their companies. In each 
case the accountant had given the head man figures on variations 
in cost that to him seemed to call for attention and action. In each 
case the executive had looked over the figures, shrugged his 
shoulders and said, “Well, you know how it is; costs will vary 
from period to period and you really can’t do much about it.” 

When the third of these incidents was reported to me, with no 
possible connection between them, I began to feel as if a guardian 
angel were trying to whisper something into my ear. As the op- 
portunity arose, I questioned each of the three men about the facts 
he had presented, how he had presented them, why he felt they 
were significant, what might be done about them, and it developed 
that not one of the three had carried his figures to a point where 
they could possibly be a basis for intelligent action. What each 
one of them had done was to dump into the lap of the top execu- 
tive of his business a chunk of raw material which the accountant 
alone was equipped to process into a usable, actionable group of 
figures. This raw lump left the executive cold because it gave him 
no clue to appropriate action. He had the normal human reaction 
of wanting to get away from something unpleasant that he didn’t 
know how to deal with. I have an idea that each of these three 
executives felt that his accountant had put him on a difficult spot 
and liked him less for it. 

Summary 

These three principles and five questions provide a basis for 
analyzing any system of reporting to management. Used as a 
basis for studying a system of reporting, they generally lead to 
two discoveries. First, at least some information is delivered as 
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raw material which is not useful to the executive because in the 
form in which it is handed to him it does not provide him with a 
basis for action. Second, there exist unused opportunities to pro- 
vide executives with information which will give them a basis for 
productive action with very little added cost or effort. 

In conclusion, let me repeat these three principles and five 
questions. 

The principles are: 

First: Executives want information upon which they can base 
action. 

Second: This information must be related to the activities of 
individuals. 

Third: The information must further be broken down in rela- 
tion to the factors which make up a situation. 


The five questions are: 
First : Who spent it? 
Second: How much did he spend? ~ 
Third: | How much should he have spent? 
Fourth: Why the difference? : 
Fifth: | What can be done about it? 
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